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F o r e w o r d 
Small and growing businesses need infusions of capital f inancing as 
much as, if not more than, do large businesses. Small businesses are usu-
ally g rowing at dynamic rates, wh ich of ten results in temporary cash 
shortfalls. These shortfalls are typical ly caused by sales expenses and 
capital acquisi t ions necessary for cont inued development growing faster 
than work ing capital . 
Addit ional ly, g r o w t h offers opportuni t ies for acquisi t ions and increased 
research and development activi t ies if f inancing can be obtained. This 
g r o w t h for wh ich the entrepreneur has worked so hard may cause con-
siderable strain on the company's cash. 
Yet the entrepreneur's abil i ty to obtain necessary capital to overcome 
this si tuat ion has been one of the s tumbl ing blocks for many small busi-
nesses. Since the entrepreneur's idea, product or business does not usu-
ally have a track record, and might be risky to a lender or investor, capital 
is denied and g r o w t h never occurs. The entrepreneur must therefore 
recognize that opt ions are l imited and that energies must be devoted to a 
creative approach to the opportuni t ies available. 
This booklet discusses sources of f inancing for the small and growing 
business, and the appl icabi l i ty of dif ferent sources and types to part icular 
situations. Other considerat ions that can increase the chances of obta in-
ing f inancing are also discussed. This booklet has deliberately been kept 
brief, and it is important that an entrepreneur get professional advice 
w h e n seeking or arranging f inancing. 
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I n t r o d u c t i o n 
This booklet is designed to provide an entrepreneur w i t h an approach to 
evaluate the need for external f inancing. In many situations, the tempo-
rary cash shortfal l is upon the entrepreneur before any correct ive act ions 
can be taken, result ing in a very cost ly f inancing package or no f inancing 
whatsoever. This si tuat ion does not have to occur if an entrepreneur 
recognizes that f inancing requires planning. 
The planning begins w i t h the determinat ion of the goals and object ives 
that the company seeks. Once these are stated, the company can identi fy 
where it is and where it is going. W i t h this determinat ion, the company 
can careful ly consider whether it ough t to seek f inancing to help achieve 
the stated goals and, if so, w h a t type is best suited to its need. 
But before going outside for f inancing, the internal f inancing sources 
must be examined to determine wha t are the company's real needs. 
These needs can then be correlated to the company's plans to insure that ex-
ternal sources can be systematically reviewed as to their appropriateness. 
If external f inancing becomes necessary, then an intel l igent selection of 
a f inancing source can be made, an appropriate f inancing proposal pre-
pared, and the best f inancing for the company obtained. 
Cons idera t ions fo r Compan ies Secur ing Cap i ta l 
Small and g rowing businesses have unique operat ing characterist ics 
that create both dynamic opportuni t ies and dist inct ive problems. In 
many instances the operations are managed by the owners. Their product 
lines are generally simple, their markets wel l -def ined and their organiza-
t ional structure very informal. These characterist ics a l low a small 
company to adapt quickly to envi ronmental changes, develop new prod-
ucts and generate jobs. 
These same characterist ics, however, also l imit the company's abil i ty to 
succeed, because the result ing management style concentrates on 
adapt ing to day-to-day changes as opposed to planning to accompl ish 
overall object ives. W i t h only l imited or informal p lanning, the smaller 
company faces a greater degree of uncertainty in today's highly compet i -
t ive environment. This high level of uncertainty inhibits accurate evalua-
t ion of alternatives, al locat ion of resources and ant ic ipat ion of needs. 
A n d this problem is at no t ime more evident than w h e n the small and 
g row ing company seeks to obtain capital. Investors and lenders are hard 
to at t ract because the company has not formulated a business plan. 
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Therefore, owners and managers are not in a posit ion to answer the 
basic quest ions that underl ie a successful f inancing package, such as: 
• Where are the proceeds to be invested? 
• How much money is needed? 
• W h a t terms and repayment schedules are affordable? 
• W h a t collateral does the borrower have? 
Unfortunately, many owner /managers consider these questions only 
w h e n the need is upon them, thus losing access to sources or incurr ing 
signif icant costs in connect ion w i t h the sources found. Capital avai l-
abi l i ty is one of the cri t ical factors to success, and planning enhances the 
abil i ty to obtain f inancing. 
Thus, the process of securing f inancing should begin w i t h developing a 
statement of where the company is and where it is heading. This state-
ment should be clearly del ineated in terms of goals and objectives. For 
example, assessments of where a company fits into a market's price 
range, qual i ty standards and compet i t ive posit ion can determine the ad-
vert is ing and product ion strategies necessary. Assessment of the stage 
of the product in the marketplace can determine whether to invest in en-
gineering ref inements or plant expansion. Analysis of the opportuni t ies 
for g r o w t h or decl ine of the markets in w h i c h a company competes can 
determine the markets to be emphasized. This evaluat ion of a company 
enables the owner /managers to decide, on the basis of the prospects, the 
direct ion in w h i c h to go in the years ahead. Once a direct ion is deter-
mined, an ident i f icat ion of the resources necessary and, concurrent ly, 
any needed f inancing can be made. 
This assessment need not be a burdensome task. Rather, it encompasses 
wha t the owner /managers intr insical ly know and regularly accompl ish 
to operate a small and g rowing business successfully. 
A sequential list of topics and some examples of considerat ions that 
might be addressed for this assessment are: 
• Identi f icat ion of current posit ion — I s the company g rowing in its cur-
rent markets or does decl ine seem probable? 
• Product life stage — I s the product unique and in cont inual demand? Is 
new technology on the horizon threatening obsolescence? 
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• Market o p p o r t u n i t i e s — A r e there markets in other geographical areas 
or niches in markets that can be exploi ted? 
• Market t h r e a t s — H a s the compet i t ion int roduced new products? Have 
consumer preferences changed? Has the product saturated the 
marketplace? 
• Company's strengths and weaknesses—Does the company have a 
patent on its product? Is its d is t r ibut ion network strong? 
• Resource ava i lab i l i t y— Is the company assured of necessary supplies 
at a reasonable price? 
• Establ ishment of goals and o b j e c t i v e s — W h a t does the company hope 
to obta in in the future, and is it realistic in l ight of the other factors 
evaluated? W h a t are the personal aspirations of the owner? 
• Development of s t r a t e g y — W h a t changes are necessary to insure that 
the strategies developed wi l l be successful? 
• Implementat ion of s t r a t e g y — W h a t are the most appropriate resources 
for achieving the stated goals and object ives? 
A n ident i f icat ion of the stage of the company 's life cycle is made dur ing 
this process. This ident i f icat ion is impor tant because it can help the 
owner /managers make a basic decision as to wha t type of f inancing, 
debt or equity, is most appropriate for this stage. This di f ferent iat ion as 
to type may enhance the company 's abi l i ty to obtain external f inancing 
since efforts can be focused on sources specializing in the type needed. 
This process also gives a direct ion to the company. The small company 
wi l l then have the informat ion necessary to develop a plan that w i l l 
answer the where, how and why quest ions that a potent ial lender or 
investor w i l l pose. 
C y c l e o f L i f e and Types o f F inanc ing 
Al though all businesses differ, there are certain stages in their economic 
cycle of life w h e n different kinds of f inancing are most appropriate. 
Recognizing this, owner /managers can make a prel iminary survey of the 
types of f inancing that are appropriate, using the data gathered dur ing 
the goal-sett ing process. 
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Most companies have the fo l lowing stages in their life cyc le: 
The conceptual stage is the beginning of the process, where the entre-
preneur recognizes a potent ial niche in the market and seeks to take ad-
vantage of it. A t this stage, the f inancing w i l l come primari ly f rom the en-
trepreneur's o w n money and some addit ional funds f rom other investors, 
most likely, fr iends and relatives. In some cases, f inancing can be attract-
ed th rough the format ion of investor groups in l imited partnerships that 
part icipate to shelter income w i t h the potent ial of conversion to capital 
gains. Addi t ional ly, if the company is in a glamorous industry such as oil 
and gas or high technology, the possibi l i ty for a publ ic offering exists. 
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Conceptual 
Phase 
Success? No 
Yes 
Initial 
Operations 
Success? No 
Yes-
Salvage/ 
Rebui lding 
New Plan 
and/or 
Job 
Success? No 
Yes 
Rapid 
Growth 
Phases 
Yes 
Success? No 
Salvage/ 
Rebuilding 
Success? No 
Yes Yes 
Mature 
Company 
The initial operations stage is marked by the creat ion of the organiza-
t ional st ructure to increase vo lume and sales dollars either by improving 
market share or by adding other markets. The privately invested funds 
and seed capital have demonstrated that the venture is viable and prof-
itable. But to realize this potent ial , addi t ional f inancing wi l l be necessary. 
Equity capital is a feasible source; however, another avenue of funds is 
now available in that debt capital can be obtained. Lenders are now more 
wi l l ing to part icipate in the venture, as the company has demonstrated 
viabil i ty. Therefore, the entrepreneur can expand w i thou t di lut ing o w n -
ership interest. 
The rapid-growth stage is marked by dramat ic increases in both sales 
vo lume and dol lars; however, income normal ly lags and cash is required 
to support the g rowth . Both debt and equi ty capital are sources, but at 
this stage the entrepreneur has a greater bargaining posit ion because of 
the attract iveness of the venture. The number of f inancing opportuni t ies 
has increased, and the potent ial for al ternat ive arrangements has 
improved. 
The maturity stage occurs w h e n the company has penetrated the 
market to the extent possible and may be aggressive but expansion is no 
longer possible. The company may decide to hold and defend its market 
share or harvest the rewards of past investments. Debt capital becomes 
the pr ime source of funds at this stage as the oppor tun i ty for realization 
of economic gains f rom the investors' perspective diminishes. 
The salvage/rebuilding stage may occur at any t ime if other stages are 
not successful. Debt capital becomes the pr ime source of f inancing, but 
its availabil i ty becomes l imited due to the increased risk associated w i t h 
the venture. 
W i t h this informat ion, a tentat ive decision can be made as to whether 
bor rowing or the equi ty approach is preferable, given the prel iminary 
goals and object ives established. There are advantages and disadvan-
tages to each for every company, but the key is to determine wha t type 
appears to give the company the m a x i m u m oppor tuni ty to proceed in its 
def ined direct ion. 
Addi t ional ly , a prel iminary judgment can be made as to the length of 
t ime for w h i c h the f inancing is needed. If the funds are needed for a busi-
ness startup or seasonal peaks, then the f inancing w o u l d be of short- term 
duration, whereas financing to. sustain increased working capital requirements 
due to growth would be of medium to long-term duration. Expansion or 
capital-equipment acquisitions would require long-term financing. 
Now the "bra instorming" to develop goals for the company and the ap-
propriate funding object ives must be formalized into the company's busi-
ness plan. 
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Business Plan 
The process of sett ing goals and object ives enables the entrepreneur to 
develop a business plan. It is important to formalize this process. No 
matter whether the company is in its f irst or ten th year of operat ion, wr i t -
ten goals should be developed. Owner /managers must remember that 
any investor or lender wi l l require informat ion regarding the company 
and its f inancial requirements. A clear s tatement of corporate goals, 
areas of opportuni ty, agreed-upon act ion plans and expl ici t statements 
of resource availabil i ty can be of immense value in securing external 
f inancing. 
The business plan should be for at least a one-year period and should u l t i -
mately represent the company 's roadmap to the defined goals. The detail 
of a business plan wi l l vary, but matters generally included are: 
• Management group and key personnel 
• Organization structure 
• Descript ion of product 
o Highl ights of unique features 
o Third parties and credibi l i ty 
• Evaluation of market and compet i t ion 
• Market ing strategy 
• Product ion plans 
• Risk factors 
• Financial informat ion 
o Historical data 
o Projections 
The judgments contained in the plan w i l l represent the most probable ac-
t ions and results that the company anticipates at the t ime. The plan 
should contain alternative strategies and goals, since a major element, 
the necessary f inancing, is yet to be determined. Business planning, how-
ever, is needed before a f inancing plan and the preparation of the f inanc-
ing proposal package. A lender or investor wi l l wan t to know as much as 
possible about the company in order to assess whether the requested 
funds wi l l be used effectively. A cr i t ical element of this plan is the f inan-
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cial in format ion, w h i c h should be as detai led as poss ib le—espec ia l ly the 
projected f inancial in format ion w h i c h a lender or investor w i l l rely upon 
to a great extent to make judgment about the attainabi l i ty of the goals. 
Of pr ime interest is the projected cash-f low statement w h i c h justif ies to 
the lender or investor the amount of funds needed, the period required, 
and the repayment schedule. To develop a meaningful cash-f low state-
ment, an extensive review of the company 's internal f inancing sources is 
in order. 
In terna l (Boots t rap) F inanc ing 
Most small and g rowing businesses are unaware of the best means at 
their disposal to generate funds; that is, contro l l ing cash inf lows and out-
f lows. Internally generated f inancing, more common ly referred to as 
"bootstrap f inancing," should be explored by any business before seeking 
outside f inancing. Whether the company is in the conceptual stage or 
the matur i ty stage, emphasis on internally generated funds can only im-
prove profi tabi l i ty. 
Bootstrap f inancing involves maximiz ing the amount of capital that an 
operat ion can provide. Most small companies regularly develop cash pro-
ject ions to insure that funds wi l l be available w h e n needed. However, 
very few small companies analyze the elements of their cash project ions 
to determine whether changes w o u l d improve the cash posit ion. Such an 
analysis could defini tely improve the company 's l iquidity. 
Initially, a review should be made of the current cash forecasting system 
to insure that it: 
• Includes all s igni f icant cash act ivi t ies of the company 
• Identif ies in advance w h e n there wi l l be a temporary cash surplus or 
shortfal l 
• Indicates the amount of funds that w o u l d be needed f rom external 
sources 
• Facil itates planning 
If the system needs modi f icat ion, the start ing point should be w i t h the 
company budget. The cash forecast ing system should be interwoven 
w i t h the operat ing budget to determine the effect that each forecast wi l l 
have upon the other. Next, in format ion should be obtained f rom knowl -
edgeable personnel to adjust for known or expected changes. Analysis of 
prior periods should also be done to ascertain if there are any trends or 
patterns that should be incorporated. A t th is point a meaningful projec-
t ion of cash receipts and disbursements can be developed. 
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Next, the elements that make up the receipts and disbursements must be 
analyzed in order to determine w h a t changes can be made to improve 
the company 's l iquidity. In speeding up cash receipts and s lowing d o w n 
cash disbursements, a signif icant source of f inancing can be obtained. 
The steps involved in this process are: 
• Accelerat ing accounts-receivable col lect ions 
• Opt imiz ing trade credit arrangements 
• Improving inventory turnover 
• Turning f ixed assets into cash 
• Reducing nonessential expenses 
A c c e l e r a t i n g A c c o u n t s - R e c e i v a b l e Co l l ec t i ons . Since accounts re-
ceivable are a major e lement for pract ical ly all companies, there is a sig-
nif icant oppor tun i ty cost associated w i t h lax credit policies that a l low 
customers to pay beyond the due dates. For example, a company that 
permits customers to remit payments in sixty days, even though the 
stated repayment period is th i r ty days, has forgone the use of those 
funds for th i r ty days. On the other hand, credi t policies that are too 
str ingent ly enforced can reduce the level of sales activi t ies. To improve 
cash inf lows, credit policies should be examined periodical ly to deter-
mine that they are not causing the company undue costs, given the c o m -
peti t ive environment. 
The degree to w h i c h any company has the f reedom to modify its credit 
policies is governed by its compet i t ive posi t ion. For example, if the prac-
tices w i t h i n the industry al low a customer to take a discount even w h e n 
the d iscount period has expired, a company cannot str ingent ly enforce 
its d iscount terms w i thou t suffering loss of customers. However, minor 
changes might reduce the cost of grant ing credit w i t h o u t damaging c o m -
peti t ive status. For example, in an economic d o w n t u r n credit terms 
might be liberalized or seasonal dat ing of invoices might be used to in-
crease sales act iv i ty and, ul t imately, cash col lect ions. Credit policies as 
to the qual i ty of the account accepted migh t also be modif ied. Collect ion 
policies could be strengthened through the sett ing of str ict credit l imits 
or aggressive fo l lowup. However, col lect ion procedures can be expensive 
in that addit ional personnel might have to be added or the t ime of exist-
ing personnel diverted to this activi ty. Therefore, a change in pol icy is jus-
t i f iable only w h e n the expected gains exceed the cost. 
Companies can accelerate cash f low through improvements in their bi l l -
ing funct ions. Procedures to insure that i tems are bil led as shipped can 
be implemented. Special procedures can be established for large dollar 
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amount sales to speed processing. Personnel can be added to minimize 
the demands on the bi l l ing funct ion, or the depar tment can be restruc-
tured to increase efficiency. If this use of personnel is not cost- just i f ied, 
cycle bi l l ing for a large number of small accounts can be set up to in-
crease cash f low whi le minimiz ing costs. 
Where compet i t i ve condi t ions permit, aggressive promot ion of the cash 
discount might be beneficial. Promotions such as increased discounts 
over the usual amount for accelerated payments, substantial dollar-
amount d iscounts and vo lume discounts might be appropriate. However, 
the expected results must be greater than the costs involved. For 
example, if a company has annual sales of $25 mi l l ion, and 30 percent of 
its customers take the discount of 2 /10 net 30, the approximate discount 
cost w o u l d be $150,000. Assuming the remainder of the customers pay 
in th i r ty days, the average col lect ion period wou ld be twenty- four days 
for both d iscounted and undiscounted sales. The average uncol lected 
accounts-receivable balance w o u l d be 
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$25,000,000 ÷ 
360 days in the year 
24 average col lect ion period 
- $1,667,000 
as opposed to $2,083,000 ($25,000,000 ÷ 
360 
30 
) w i thou t discount. 
A t this point, management must assess whether grant ing addit ional dis-
counts on the difference of $416,000 w o u l d generate a greater return 
than the cost. In all l ikel ihood, it w i l l not; however, since compet i t ive con-
di t ions usually require discounts, management 's only choice is not to 
push further discounts aggressively. 
O p t i m i z i n g Trade Cred i t A r r a n g e m e n t s . In paying bills, it should be 
kept in mind that the longer a company can keep money, the greater the 
available funds on w h i c h it can earn a return. The first step is to analyze 
the types of bills received. For net payment bills, set up a procedure that 
maximizes the payment period w i thou t damaging credit relations. For 
d iscount bills, pay dur ing the a l lowed period at the latest possible date. 
Next, review suppliers to determine that the company is doing business 
w i t h those offering the best discount programs. Once a good payment 
history has been establ ished, trade creditors normal ly extend credit 
interest-free for a period. A company's object ive should be to buy inven-
tory, sell the goods and col lect the receivables before the invoice due 
date. The prof i ts generated through this process should reduce the need 
for extensive external f inancing. A vital key to maintaining good relations 
w i t h a company 's suppliers is the e l iminat ion of surprises. A company 
should a lways keep its major suppliers informed as to any developments 
that may affect the payment of invoices. This may avert credit curtai l -
ment and damaged relations. 
Payroll and commiss ion procedures might also be changed so that pay-
ments are made month ly instead of weekly. Contr ibut ions to pension 
plans and tax payments should be scheduled at the latest possible date. 
Year-end accrual procedures should be strengthened to insure that all items 
are accrued, thereby reducing income taxes payable for the current year. 
I m p r o v i n g I n v e n t o r y Turnover. Inventory usually represents the most 
s igni f icant asset of manufactur ing and t rading companies. These in-
ventor ies do not earn a return for the company wh i le on site and cost 
money to store. Thus, the company incurs both real and oppor tun i ty 
costs on this investment. Most companies, therefore, wi l l benefit f rom a 
review of their procedures for order ing and stocking. This review might 
h ighl ight s tockouts or excess investment st iuat ions result ing in lost prof-
its. A n opt imal level for the inventory could be established that w o u l d 
balance the disadvantages and benefits of handl ing costs, carrying costs 
and stockout costs. 
A n excel lent indicator for purposes of inventory control is the inventory 
turnover rate, w h i c h is derived by d iv id ing cost of goods sold by the aver-
age inventory of goods. This rate, w h i c h can be determined for the entire 
inventory or for specif ic segments, indicates the number of days that it 
takes for the inventory to turn over. A higher rate of turnover (i.e., a de-
crease in the number of days that inventory is on hand) is the object ive 
the company should strive for; however, a high turnover rate cannot be 
the only considerat ion, since a high rate might mean lost sales due to 
stockouts. The rate calculated should also be compared to industry 
stat ist ics to assess the compet i t ive posit ion of the business. Therefore, 
the rate is only a guide to management in establ ishing inventory levels. 
Examining sales patterns provides another guide for management. These 
patterns h ighl ight periods or opt ions that management can use to 
purchase materials and components strategically. This review can also 
indicate current procedures for vo lume purchases and product ion 
schedul ing that are not coordinated w i t h establ ished sales vo lume or 
cash availabi l i ty and, therefore, should be d iscont inued. Statist ical for-
mulas for, e.g., determin ing economic order quant i ty or f ixed order cycle 
can also be implemented where the operat ing envi ronment is relatively 
stable. 
Finally, conversion to the LIFO method of inventory valuat ion might 
reduce income tax payments. This cash saving, however, must be eval-
uated in l ight of the expenditures that might have to be made for the 
conversion. 
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Turn ing F i x e d A s s e t s i n t o Cash. Ano ther way to increase available 
cash for operat ions is to reduce the investment in real estate and equip-
ment. This can be done by leasing rather than purchasing. A l though the 
actual rental w i l l in the long run total more than the purchase price of the 
equipment , an owner may receive more than this dif ference in prof i ts by 
investing the money otherwise spent on equipment back into the busi-
ness. The deduct ib i l i ty of these payments for tax purposes also minimizes 
the impact on profits. These arrangements can be obtained through leas-
ing companies or major banks that have separate subsidiaries specializ-
ing in leasing. Each company must review its o w n si tuat ion in detai l . 
Short-range advantages may not always warrant long-range drawbacks, 
but, as an immediate means of preserving cash, leasing has great appeal. 
A n examinat ion of the property ledgers might also reveal either excess 
or obsolete equipment that could be sold to generate cash. Addit ional ly, 
the examinat ion of the ledgers might indicate that planned purchases 
can be deferred or cancelled because of the availability of other equipment. 
Reduc ing Nonessen t i a l Expenses . T ight- f is ted management of ex-
penses is cr i t ical to improv ing cash availabil i ty. The prof i t and loss state-
ment should be examined very closely to minimize expenses w h i c h are 
draining corporate cash but are not generat ing a max imum benefit to the 
company. Salaries, product costs, supplies, uti l i t ies, travel and entertain-
ment are expenses that might possibly be reduced. Costs believed to be 
f ixed may be variable w h e n subject to a cr i t ical review. Each company 
must review its o w n si tuat ion in order to ascertain w h a t expenses are es-
sential and reasonable, concentrat ing its efforts on reducing only those 
items that w i l l not affect the achievement of short- and long-term goals. 
Sources o f E x t e r n a l F inanc ing 
Armed w i t h the knowledge of where the company is headed and the 
amount of resources internally available, owner /managers are now in a 
posit ion to specify the f inancing most appropriate to the company 's 
stage in its life cycle. The f inancing for small and g rowing businesses is 
provided by either private sources, lending inst i tut ions or the govern-
ment. A n understanding of the lending phi losophies, policies and cond i -
t ions of these sources is essential to determin ing w h i c h offers the entre-
preneur the best oppor tun i ty for obta in ing f inancing. 
D e b t Cap i ta l 
Seed Funds. Seed funds are the pr ime source of capital for an ent i ty in 
the conceptual phase of its life cycle. A n entrepreneur can use personal 
wea l th to f inance the business and can also seek f inancing f rom relatives 
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and friends. The key factor to remember is that seed funds are just that, 
the f inancing to begin w i th . Very rarely are the seed funds enough to 
carry the business past the initial stage. A n d even more important, 
people w h o provide seed money for new businesses are usually not in 
the posit ion to provide addit ional funds. Therefore, an entrepreneur must 
realize that it is never too early to start meet ing the funding requirements 
of the company. 
C o m m e r c i a l Banks . Commercial banks have long been the cornerstone 
of lending for small and growing businesses. As "full service" inst i tut ions, 
commerc ia l banks offer a variety of loans f rom w h i c h an entrepreneur 
can generally obtain the f inancing suited to his or her needs. 
Commercial banks grant loans on either an unsecured or secured basis. 
A n unsecured loan is granted on the basis of the appl icant 's credit. A 
secured loan requires a pledge of some or all of the assets of the com-
pany and in most cases the personal guarantees of the owner. Since 
small businesses usually do not have the necessary f inancial track record 
to impress a banker, much of the lending by a commerc ia l bank is done 
on a secured basis. 
Commercial banks' lending policies are generally guided by the fo l lowing 
cri ter ia: 
• Character—The borrower appears to have the reputat ion to insure 
repayment of the loan. 
• Capital—-The borrower has a suff icient amount of his or her o w n funds 
invested in the business. 
• Capacity—The borrower has the skill to manage the business 
profitably. 
• Collateral—The borrower has a very good credit rat ing or tangible 
assets to pledge. 
Addit ional ly, c i rcumstances such as the seasonal character of the busi-
ness, compet i t ive posit ion in the industry, innovativeness of the product 
and general economic condi t ions inf luence the approval of a loan re-
quest. However, the overr iding considerat ion that determines approval is 
the abil i ty of the appl icant to repay the loan. 
The principal types of loans available f rom a commerc ia l bank include: 
• Personal secured/unsecured loans 
• Straight commerc ia l loans 
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• Government-guaranteed loans 
• Receivables/ inventory f inancing 
• Real-estate/equipment term loans 
• Leasing 
• Unsecured line of credi t 
• Unsecured term loans 
• Letters of credit 
Personal secured/unsecured loans, common ly referred to as character 
loans, are made to individuals or companies w i t h a very good credit 
rating. These loans are wr i t ten for a short- or medium- term durat ion, the 
funds normal ly being granted for general business purposes. 
Straight commercial loans are w r i t ten for a period of th i r ty to ninety 
days, pr imari ly to meet seasonal needs such as a bui ldup of inventories. 
These loans are expected to be l iquidated once the temporary need is 
past. 
Government-guaranteed loans are loans guaranteed against loss to the 
lender by the Small Business Admin is t ra t ion (SBA). The max imum guar-
antee is for 90 percent of the loan proceeds or up to a m a x i m u m loan 
amount , whichever is less, to eligible appl icants. The lender loans the 
money at an interest related to "pr ime" but w i t h a max imum cei l ing es-
tabl ished by Congress. Normally, personal guarantees are required. Most 
loans are on a secured basis. The specif ics of the program are discussed 
more ful ly in the sect ion of this booklet ent i t led Small Business Adminis-
tration; however, the pr ime considerat ion for the entrepreneur is that the 
bank wil l be inclined to make loans of this type if the applicant can qualify. 
Receivables/inventory financing are the most prevalent form of secured 
loans available to small and growing businesses. This method is espe-
cial ly c o m m o n for those in small businesses that have a signif icant in-
vestment in such assets. 
Accounts-receivable financing involves an agreement specifying the 
amount that wi l l be advanced and collateralized by eligible receivables 
of the company. Typically, such loans are f rom 75 to 85 percent of the 
el igible receivable balances. As amounts are col lected f rom the customer 
by the borrower, they are typical ly submi t ted to the lender, and an 
agreed-upon percentage is credi ted to the loan balance and the remain-
der is returned to the borrower. Receivables f inancing thus provides a 
revolving line of credit in w h i c h funds are cont inual ly advanced, repaid 
and readvanced. Receivables f inancing is normally contracted for a year 
but may be renewed for addi t ional periods if approved by the lender. The 
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interest rate varies w ide ly but is general ly computed at a specif ic rate per 
day on the amount of funds advanced. 
The key factors in this type of loan f rom the owner /manager 's perspective 
are the determinat ion of the receivables that are el igible for the loan and 
the advance percentage rate. The bank wi l l conduc t a thorough invest iga-
t ion of the appl icant prior to the loan, rev iewing such i tems as the credit 
history, types of receivables and qual i ty of the accounts. Thus, the better 
the cond i t ion of the receivables, e.g., a min imal number of accounts over 
ninety days outs tanding and good credit ratings of the customers, the 
more the company w i l l be a l lowed to borrow. 
Inventory financing, like accounts-receivable f inancing, provides a 
revolving line of credit . Funds advanced to the company at a certain per-
centage rate are secured by the el igible raw material and f inished goods 
inventories. Work in process is general ly excluded because of its unf in-
ished state and min imal l iquidat ion value. Since inventories are less 
" l iquid" assets than accounts receivable, the amount advanced under an 
inventory loan is not as great as in the case of a receivable loan. Amoun ts 
advanced under an inventory loan are normal ly equal to 50 percent of 
the inventory 's value, and may be less, depending upon the inventory. 
The inventory loans are paid off as the products are sold. The interest 
rate charged and the computa t ion of the charge are similar to those for 
receivables f inancing. 
Inventory f inancing, however, presents special problems to both lender 
and borrower. The lender must ascertain the l iquidat ion value of the in-
ventory for advancing funds and be assured that the inventory is secured 
in a safe locat ion. Therefore, the borrower usually has addi t ional admin -
istrative procedures, such as month ly reports and calculat ion of obsoles-
cence rates, turnover rates and gross prof i t margins, to just i fy the eligible 
base. Addi t ional ly , improved procedures for contro l l ing the inventory 
may have to be implemented, even to the extent of locat ing inventories 
in independent warehouses, to satisfy the bank's condi t ions. 
Real estate/equipment term loans provide a company that cannot qual-
ify for an unsecured te rm loan w i t h funds for general business purposes 
or purchases of equ ipment and real estate. Funds f rom 60 to 80 percent 
of the equipment value are advanced on an equ ipment loan. The length 
of these loans is general ly f rom one to f ive years. Real-estate loans, c o m -
monly referred to as industrial mortgages, are usually f rom ten to twen ty -
five years in length w i t h amounts advanced up to 75 percent of the prop-
erty value. 
Leasing is increasingly being used as a method of equ ipment f inancing 
f rom commerc ia l banks. Equipment leases are general ly wr i t ten for a 
m i n i m u m of three years, w i t h funds advanced up to 80 percent of the 
equipment value. A unique method is the sale-leaseback arrangement 
1 4 
whereby a company concurrent ly sells its property to the bank and 
leases it back to use. In either case, the entrepreneur can get the use of 
the necessary equipment w i t hou t making a substantial cash outlay. 
Unsecured line of credit is extended by a bank to a company for a certain 
amount of money as long as certain condi t ions are met. The borrower 
may draw the funds as needed, w i t h interest charged only on the out -
standing funds. There is usually no defined repayment date, a l though 
generally once a year the lines are expected to be reduced to zero for a 
th i r ty-day period. Most small businesses wi l l get this f inancing only 
when they have an establ ished track record. 
Unsecured term loans are granted to companies that have a strong debt 
to wor th ratio (2 to 1) and a strong work ing-capi ta l posit ion. The loans 
are usually for a period of more than one year, but not in excess of ten 
years. The amount advanced ranges f rom 40 to 50 percent of the required 
work ing capital , supplement ing any short - term f inancing. The interest 
cost varies w i t h the credit wor th iness of the appl icant, but normal ly is 
above the "pr ime rate." 
A letter of credit is also offered by a bank as a special form of f inancing 
for companies dealing in foreign markets. A letter of credit is a bank-
issued document , requested by the buyer, promising that the bank wi l l 
pay the seller the agreed-upon amount of money, provided that certain 
documents described in the letter of credi t are properly prepared and re-
ceived by the bank w i th in a specif ied t ime period. "Irrevocable" letters of 
credit are preferable to "revocable" ones. A n irrevocable letter of credit 
accepted by the seller cannot be altered or cancel led by the buyer w i t h -
out the seller's consent. In addi t ion, it is desirable that letters of credit be 
"conf i rmed" by a U.S. bank. In conf i rming a letter of credit , the U.S. bank 
accepts the responsibi l i ty to pay should the buyer or the foreign bank 
default or become insolvent. 
W i t h all these types of loans, the bank seeks to earn a reasonable return 
on the money it lends wh i le min imiz ing the risk. Therefore, the bank wi l l 
have certain lending guidel ines/condi t ions such as the fo l lowing: 
• The interest rate wi l l vary w i t h the size of the loan and the risk 
involved. 
• The loans w i l l generally be secured. 
• The personal guarantees of the owner /managers, including those of 
their spouses, may be required. 
• Compensat ing balances or exclusive banking arrangements may be 
required. 
• Covenants such as m i n i m u m work ing-capi ta l requirements, salary and 
div idend restrict ions, pledges of stock and audited f inancial state-
ments may be required. 
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Given the variety of loans, of lending phi losophy, and of lending condi -
t ions, an entrepreneur must map a strategy to insure capital availabi l i ty 
and avoid excessive costs. The key is to match the most appropriate type 
of loan to the needs of the company. The process can be improved w h e n 
the type of f inancing is analyzed in relation to the phase of the company's 
life cycle. The f inancing arrangement should be sought that affords the 
company the max imum oppor tun i ty to achieve its def ined goals whi le 
min imiz ing the costs. 
Addi t ional ly , owner /managers should recognize that not all banks wi l l 
offer all varieties of loans to all customers. The operat ing phi losophy, 
resource constraint and size of the bank should all be considered w h e n 
deciding where to shop for f inancing. 
The fo l lowing chart capsulizes some general guidel ines for the entrepre-
neur to consider: 
Corpora te L i fe Phase 
• Personal secured/unsecured loans B B X X B 
• Straight commerc ia l loans X B B B B 
• Government-guaranteed loans 
— Small amount S S X X S 
— Large amount X B B X B 
• Receivables/ inventory f inancing X X L L L 
• Letters of credit X S B B B 
• Leasing X B B B B 
• Real-estate/equipment term loans X B B B B 
• Unsecured line of credit X X L L X 
• Unsecured term loan X X B B X 
Legend 
S = Small bank; def ined as a bank w i t h $300 mi l l ion or less in assets. 
L = Large bank; def ined as a bank w i t h more than $300 mil l ion in 
assets. 
B = Small or large bank. 
X = Usually not applicable. 
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Type o f F inanc ing 
Conceptual 
Initial Operations 
Rapid Growth 
Maturity 
Salvage/Rebuilding 
Once a decision is made as to the appropriate f inancing vehicle and the 
size of bank most likely to offer the type needed, the entrepreneur should 
consider the fo l lowing w h e n negot iat ing a loan: 
• Commercial banks are generally conservat ive inst i tut ions and wi l l re-
quire signi f icant informat ion about the company. 
• Commercial banks are interested in developing a long-term relat ion-
ship w i t h a borrower. 
• Most loan agreements wi l l contain negative covenants that cannot be 
avoided, but should be minimized to the extent possible so that the re-
str ict ions do not hinder the company 's operations. 
• The commerc ia l bank must be expected to make a reasonable profi t on 
its relat ionship w i t h a company, but the effect of required fees, depos-
its, and the like should be incorporated into the negotiat ions. 
• Not all commerc ia l banks are interested in small and growing busi-
nesses; therefore the entrepreneur should select an inst i tut ion that 
both understands his or her business and wi l l provide comprehensive 
services. 
S a v i n g s and Loan Compan ies . Another inst i tut ion w i th in the f inancial 
c o m m u n i t y that offers a l imited source of f inancing for the small and 
g row ing business is a savings and loan company. Savings and loan 
companies are chartered to make real estate loans on industrial and c o m -
mercial property. Generally, the savings and loan company wi l l wr i te a 
mortgage for up to 75 or 80 percent of the appraised value of the property 
w i t h a repayment schedule of up to twenty- f ive years. The l imitat ions to 
this source of funds are that the real estate f inancing must be secured by 
a f irst mortgage, and savings and loans are not incl ined to wr i te loans for 
property that is to be used for a specialized purpose, such as a bui ld ing 
uniquely designed for a manufactur ing operat ion. This source wi l l be 
feasible only w h e n a business has a qual i fy ing type of asset. 
S m a l l Bus iness A d m i n i s t r a t i o n . The major source of government 
f inancing available to the small and g rowing business has been the 
Small Business Admin is t ra t ion (SBA). The object ives of the SBA are to 
st imulate and promote the small-business contr ibut ion to the economy. 
The SBA has been helping small companies obtain capital by guarantee-
ing intermediate- and long-term bank loans and making a l imited number 
of direct loans. 
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The SBA provides the fo l lowing assistance: 
• Financial—Direct loan and loan guarantee programs 
• Investment—Small Business Investment Companies 
• Procurement—Government contract and subcontract programs 
• Management—Counseling services 
• Minority—Programs to assist minor i ty -owned enti t ies 
• Advocacy—Handling of compla ints about the programs 
The SBA interacts the most w i t h the small business commun i t y in the 
f inancial assistance category. The programs that have the greatest inter-
est for small businesses may be classified as fo l lows: 
• Business loans—assists small businesses, as def ined, w i t h their 
normal operat ing requirements, such as work ing capital , equipment 
and property needs. 
• Economic opportunity loans—assists low- income or socially disad-
vantaged persons, as def ined, in their small business activit ies. 
• Disaster loans—makes direct loans to small businesses, as def ined, 
that have suffered damage in SBA-declared disaster areas to assist 
their return to predisaster status. 
• Economic injury loans—assists small businesses, as def ined, suffering 
economic injury due to condi t ions defined by the SBA. 
• Energy loans—assists small businesses, as def ined, engaged in or 
preparing to engage in def ined energy measures. 
• Contract loans—assists contractors, as def ined, w i t h short- term 
f inancing or l ine-of-credit guarantees. 
Addit ional ly, the SBA offers numerous other programs that an applicant 
might quali fy for, e.g., handicapped assistance loans and regulatory 
injury loans. 
By law, the SBA cannot make a loan if the business can obta in f inancing 
f rom another source, such as a bank. Therefore, it is necessary that a busi-
ness at tempt to seek private f inancing before applying. Usually this 
means apply ing to one lending inst i tu t ion; however, if you are located in 
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an SBA-def ined large city, more than one appl icat ion may be necessary. 
A n appl icant must be able to demonstrate to the SBA that he or she: 
• Has the necessary business abi l i ty 
• Wi l l be able to repay the loan 
• Has suff ic ient capital in the business 
Furthermore, the SBA has size standards that define the el igibi l i ty re-
qui rements for small businesses. Therefore, it is prudent for an o w n e r / 
manager to obtain the latest regulat ions f rom one of the SBA's distr ict 
offices before actively pursuing SBA fund ing. 
The SBA has direct loan funds and indirect funds through its guarantee 
program. Direct funds are at an interest rate lower than normal ; however, 
amounts loaned are subject to a cei l ing amount . These loans are di f f icul t 
to obtain because of their desirabil i ty. The guarantee program is the lar-
gest source of funds for small and g row ing businesses. The SBA insures 
a lender, usually a bank, against loss. The SBA may guarantee up to 90 
percent of a bank loan or up to a m a x i m u m cei l ing, whichever is less. The 
interest rate on such a loan is based upon a statutory formula that is relat-
ed to "prime." The repayment period is determined by the purpose for 
w h i c h the loan is granted. For example, the repayment period for a 
work ing-capi ta l loan is generally less than that for a loan granted to ac-
quire real estate. The amount of funds, interest rate and t ime l imits are all 
subject to change f rom t ime to t ime. 
Most SBA loans require security, w h i c h may consist of one or more of 
the fo l l ow ing : 
• A mortgage on land, a bui ld ing or equ ipment 
• Ass ignment of warehouse receipts for marketable merchandise 
• A mortgage on chattels, i.e., personal property 
• Guarantees or personal endorsements and, in some instances, assign-
ment of current receivables 
A pledge or mortgage on inventories is usually not satisfactory collateral, 
unless the inventories are stored in a bonded or otherwise acceptable 
warehouse. In most cases, personal guarantees to both the SBA and the 
lending inst i tut ion wi l l be required. 
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Given the myriad regulations for SBA funding, an entrepreneur should 
consider the fo l low ing : 
• Since the SBA is an arm of the government , the loan appl icat ion can 
be complex and the t ime of approval may be lengthy. 
• Careful complet ion of the SBA appl icat ion is essential along w i t h provi-
sion of detai led f inancial informat ion. 
• The SBA should be a pr ime source of funding for companies in their ini-
tial operations or rap id-growth stages, given their overall object ive. 
• Since there is a cei l ing on interest rates, the bank may not be interested 
in processing an SBA request, because it must moni tor the loan 
through its durat ion. 
• Character of the appl icant, capaci ty to manage and abi l i ty to repay the 
loan can offset a poor track record. 
• Personal guarantees, including those of the owner 's spouse, are 
almost always required. 
Other G o v e r n m e n t Programs 
The Economic Development Agency (EDA) funds both business and 
government (state and local projects) w i t h no upward l imit as to the 
amount of funding. The loans are for businesses not el igible for bank 
loans, and are pr imari ly intended to upgrade the economy through the 
development of jobs. Therefore, a small business that is in either a high-
unemployment or low- income area, as designated, or in a g r o w t h indus-
try, as def ined, has a good chance to obtain f inancing. Addi t ional ly, a 
labor-intensive company should consider the EDA as a pr ime source. 
The EDA provides f inancing th rough: 
• Direct loans for work ing-capi ta l requirements and equipment 
acquisi t ions 
• Loan guarantees (program similar to that of the SBA) 
Direct work ing-capi ta l loans are generally wr i t ten for the amount re-
quired, f ixed asset loans generally are for 55 to 65 percent of the ap-
praised value of the equ ipment and real estate, and the guarantees are 
for up to 90 percent of the funds lent by the private inst i tut ion. 
The loans are granted or guaranteed for a long-term durat ion except in 
the case of the f ixed-asset loans, where the useful life of the assets deter-
mines the matur i ty date. The interest rate on loans is determined by a 
statutory formula based upon government borrowing w h i c h changes 
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f rom t ime to t ime. This rate is general ly lower than the normal rate. On 
guaranteed loans, the interest rate approximates "prime." 
W i t h EDA assistance, there is an addi t ional requirement that at least 15 
percent of the necessary project cost be privately funded by equity or 
owner-subord inated debt for the same t ime period as the EDA loan. Of 
the 15 percent funded, one-th i rd must be suppl ied by a state or c o m -
mun i ty (nongovernmental) organizat ion. EDA may waive the "5-percent 
c o m m u n i t y requirement" in certain hardship cases. 
EDA general ly makes its decision to grant a loan on the fo l low ing 
considerat ions: 
• Management capabil i t ies 
• Market potent ial 
• Company's capital izat ion 
• Company's projected cash f low 
The Farmers Home Administration (FmHA) th rough its Business and 
Industrial Loan Program, has changed f rom a farm agency into a rural de-
ve lopment agency. The loan program is very similar to the SBA's program 
in all aspects. For example, the FmHA guarantees up to 90 percent of a 
bank loan for general business purposes. Addi t ional ly , it w i l l wr i te a l imit-
ed amount of direct loans. The one overr id ing condi t ion is that the busi-
ness must be located in a def ined rural area. 
The program is designed to develop business, increase employment and 
improve the economy of the rural areas. The loans are primari ly secured 
(personal guarantees required) w i t h the length of t ime depending on the 
collateral pledged. For work ing-capi ta l loans, the length of t ime is approx-
imately f ive years. 
The interest rates are renegot iable; however, there is a one-t ime fee im-
posed at the t ime the loan is granted. Considerations that an entrepre-
neur should be mindfu l of w i t h a loan request are: 
• The appl icant does not need to be first refused f inancing by a private 
inst i tu t ion, as it does w i t h the SBA 
• Time period for a loan approval can be lengthy 
• The impact of the project upon the economic commun i t y is a cr i t ical 
factor in grant ing a loan 
• Loans under the SBA's m a x i m u m lending of guaranteed cei l ing should 
not be submi t ted to FmHA 
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The Export-Import Bank of the United States (Eximbank) is an inde-
p e n d e n t self-sustaining U.S. government agency. Eximbank's pr imary 
purpose is to faci l i tate the export of Amer ican products and services 
th rough its various f inancing programs. Small businesses can benefit 
f rom the fo l lowing Eximbank programs: 
• Exporter Credit Insurance Program —provides insurance to exporters against loss due to 
nonpayment by their overseas credit customers. The insurance is available to an export-
er who either holds his or her own foreign receivables or discounts them. This insurance 
usually enables an exporter to obtain financing from lending institutions at more favor-
able terms than otherwise would be possible. This enhances the liquidity of the com-
pany and its competitive position. 
• Commercial Bank Exporter Guarantee Program—wil l guarantee repayment of medium-
term export debt obligations. These debt obligations cover direct sales to foreign buyers 
of diverse items such as consumer goods, agricultural commodities and capital goods. 
The program is operated through commercial banks that determine the acceptability of 
a proposed transaction; once approved, the transaction is guaranteed by Eximbank and 
a nonrecourse loan is granted to the exporter. Thus, the payment is received quickly 
and the company's liquidity improved. The amount of the loan advanced is based upon 
a percentage of the contract price; the percentage is negotiated on the basis of the risk 
of the transaction. The level of payments and interest rates are negotiable, but a fee is 
charged by Eximbank. 
Al though this source of f inancing is l imi ted to companies part ic ipat ing in 
the expor t markets, the program offers nonexporters the oppor tun i ty 
w i t h government aid, to compete successful ly in the foreign markets. 
Other signif icant miscellaneous government sources of f inancing in-
clude the Farm Credit Admin is t ra t ion , w h i c h provides comple te loan ser-
v ice for farm purposes; the Federal Reserve Board, w h i c h guarantees 
loans for contractors and others engaged in national defense work ; the 
Mar i t ime Admin is t ra t ion , w h i c h guarantees loans for sh ipbu i ld ing; the 
Depar tment of the Interior, w h i c h makes and guarantees loans for busi-
nesses engaged in mineral and f ishing act iv i t ies; and the Department of 
Energy, w h i c h makes loans for manufacture or d ist r ibut ion of electric or 
hybrid vehicles. Furthermore, grants are available f rom numerous federal 
agencies for wor thwh i l e ideas or inventions. 
These agencies all have restr ict ive def in i t ions and condi t ions w h i c h are 
needed to quali fy for f inancing. The first step in invest igat ing these 
potent ial f inancing sources should be to make contact w i t h the appropr i -
ate agency for informat ion. A l t hough dealing w i t h the bureaucracy can 
be di f f icul t , the f inancing that is available may make the t ime invested 
wor thwh i le . 
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L i fe Insurance Compan ies . Most entrepreneurs th ink of the cash surren-
der value of their life insurance policies as the only source of funds avai l-
able f rom insurance companies for small and g rowing businesses. How-
ever, life insurance companies themselves can be a source of f inancing. 
Life insurance companies wr i te t w o types of loans, commerc ia l mort -
gages and unsecured term loans. Both loans are usually for an 
intermediate- or long-term durat ion. Commercia l mortgages are the 
pr ime source of f inancing, w i t h the insurance companies generally ad-
vancing up to 75 percent of the appraised value of the underlying col la-
teral w i t h a repayment schedule of ten to twenty- f ive years. In some 
cases, a balloon payment can be arranged to minimize initial costs and 
month ly payments. Interest rates are comparable to those charged by 
banks. 
Unsecured lending is qui te l imited for small companies. This is because 
the insurance company wi l l generally require that : 
• The business be wel l established 
• The business have a good track record 
• Future earnings are suff ic ient to repay the loan 
In short, the insurance companies prefer to offer f inancing to companies 
w i t h moderate risks. Addi t ional ly, insurance companies usually do not 
grant unsecured loans below a certain min imal amount . 
C o m m e r c i a l F inance Compan ies . Commercia l f inance companies pr i-
mari ly wr i te secured loans by requir ing a lien on the company 's assets. 
The loans wr i t ten can be of t w o types: 
• Revolving l o a n — t h e commerc ia l f inance company commi ts itself to 
an overall line of credi t ; the borrower draws upon the line as needed 
and then repays. This process is repeated unt i l the contract is termi-
nated, usually for a max imum period of t w o years. 
• Term l o a n — t h e commerc ia l f inance company grants a loan for a 
period of f rom one to f i f teen years w i t h a def ined amort izat ion 
schedule. 
The collateral for these loans is usually accounts receivable, inventory, 
machinery and equipment , or real estate. 
The loan process is very similar to that of commerc ia l banks. It includes 
an analysis of the background of the borrower, an evaluat ion of the loan 
collateral, advancement of funds on the basis of a negot iated percentage 
and the establ ishment of moni tor ing and pay d o w n procedures. 
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The services offered are much like those of a bank, but the real advantage 
of dealing w i t h commerc ia l f inance companies is that they are wi l l ing to 
grant loans for businesses that might not quali fy for bank f inancing. The 
commerc ia l f inance company looks to the qual i ty of the collateral instead 
of the track record of the company. Therefore, the amount of the funds 
advanced wi l l be determined solely by the commerc ia l f inance c o m -
pany's evaluation of the assets. The higher the qual i ty of the assets 
pledged, the more f inancing available. The commerc ia l f inance company 
can also provide funds on short not ice, a l lowing businesses to escape 
f rom quandaries w i thou t dangerous delay. 
The biggest disadvantage of a commerc ia l f inance company is the high 
effect ive interest rate associated w i t h the loans. In many cases, this rate 
wi l l s ignif icant ly exceed those of banks. 
Factors . Factoring accounts receivable also may offer another means of 
obtain ing needed funds. Factors are companies that specialize in this 
form of f inancing. Factoring involves the outr ight sale of an enterprise's 
accounts receivable. By factor ing its receivables, a business is able to 
obtain cash on delivery whi le its customers are able to obtain the credit 
terms they need. Factoring is not a loan, since it involves the sale of the 
receivable to the factor w i thou t recourse. The factor assumes all the risks 
of bad debt losses. The factor w i l l typical ly advance the company 50 to 
80 percent of the receivables it buys and remit the remaining balance 
less fees and interest charges w h e n the account is paid by the customer. 
The key considerat ion for the owner /manager is that the available f inanc-
ing wi l l depend primari ly upon the qual i ty of the receivables. Therefore, a 
realistic appraisal of the receivables is necessary. Addi t ional ly, since the 
factor assumes all risks, an evaluat ion wi l l be made of the company's 
abi l i ty to operate effectively in order to insure customer satisfaction. A 
business in its initial operations might be advanced only 50 percent of 
the receivables, as opposed to a company in its mature stage, wh ich 
might be advanced 80 percent of receivables. The interest rates and fees 
associated w i th factor ing make it an expensive arrangement. However, 
in many situations, the credit and col lect ion procedures of the company 
can be signi f icant ly reduced or el iminated. 
Equ i ty Cap i ta l 
Seed Cap i ta l . Seed capital is the primary source of f inancing a business 
in the conceptual and initial operat ions stages of its life cycle. An entre-
preneur can use personal wea l th to f inance the business and can also 
seek f inancing f rom relatives and friends. However, w h e n an entrepre-
neur is offering ownersh ip possibil i t ies, a new source of seed funds be-
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comes avai lable in the person of weal thy investors. These individuals 
often are looking for l imited partnerships that offer init ial tax benefits and 
the potent ia l for future profits. The entrepreneur should realize w h e n con-
sidering this opt ion that the proper s t ructur ing of the partnership is es-
sential to at t ract investors. 
W h e n such investors enter into a l imited partnership, they are interested 
in obta in ing signif icant tax benefits in the initial year. Then in subsequent 
years, they w ish to recover their investment through the company's prof-
its. For example, if a company needs to raise $500,000 to develop a new 
product, a l imi ted partnership could be formed. The l imi ted partnership 
w o u l d consist of the company as the general partner and the investors, 
as l imited partners. The agreement could be structured so that all ex-
penses f rom product development w o u l d f low through to the l imited 
partners, and once the operat ion became profi table, there wou ld be an 
agreed-upon al locat ion of the profi ts between the general and l imited 
partners. In year one if the company spent the entire proceeds ($500,000) on 
product development w i t h no income generated, the l imited partners 
w o u l d receive the tax benefits of the $500,000 on their individual tax re-
turns according to their investment shares. In subsequent years, the l imit-
ed partners w o u l d have taxable income on any profits of the product line. 
The l imited partners w o u l d receive both tax benefits and an oppor tuni ty 
to share in the profits of a new product, wh i le the company w o u l d receive 
the needed f inancing and a share in fu ture profits. 
This simple example is not meant to indicate that developing a l imited 
partnership is an easy task. L imi ted partnerships are legally complex, 
may require an underwr i ter and wi l l require both legal and f inancial assis-
tance f rom professionals w i t h expertise in the area. Therefore, the bene-
fits of the f inancing must be we ighed against the costs involved. 
V e n t u r e Cap i ta l . Venture capital is the name given to private f inancing 
that provides necessary capital and management assistance to enable a 
promising company to g row to a posit ion that wou ld make the company 
attract ive for a publ ic stock offering or acquisi t ion by another company, 
thus a l lowing the venture capital ists to recoup their investments. Venture 
capital ists invest in growth-or iented businesses. However, they are not 
usually a pr ime source of seed capital but rather invest after the business 
is at least t w o years old and profi table, or has the potent ial for profit. 
Thus, the small businessman should realize that a venture capital ist has 
str ingent requirements. Generally, they are as fo l lows: 
• The business must have a strong management team. 
• The business must have defini te g r o w t h opportuni t ies. 
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• The potential g r o w t h of the business must be reasonably predictable 
w i th in a given t ime. 
• The potent ial for gain must be greater than the associated risk. 
The venture capital ist uses the fo l lowing investment vehicles: 
• Common stock 
• Preferred stock, w h i c h may be convert ib le into c o m m o n stock 
• Long-term debt, w h i c h may be convert ib le into c o m m o n stock 
The amount invested ranges f rom 20 to 60 percent of the equi ty of the 
company. Usually, the venture capital ist prefers to take a minor i ty o w n -
ership posit ion. 
Most venture capital ists w i l l provide signif icant management counsel 
once they have invested. They wi l l not hesitate to take an act ive role if it 
appears that the company's object ives are not going to be achieved. In 
fact, some arrangements al low the venture capital ist to replace the 
management team. 
Because of this close association, an entrepreneur should consider 
whether his or her company wi l l be able to funct ion in such an environ-
ment. Addi t ional ly, since the venture capital ist 's object ives are the abil i ty 
to l iquidate the investment and a reasonable return, there should be a 
realistic assessment of whether the company can achieve these ends. If 
it can, the entrepreneur should a t tempt to f ind a venture capital ist w h o 
understands the operat ion and wi l l provide counsel and f inancing as 
needed. A cri t ical e lement in obta in ing this kind of f inancing is the 
company's business plan. 
S m a l l Bus iness I n v e s t m e n t Compan ies . Small business investment 
companies (SBICs) are privately owned and privately operated f i rms 
licensed by the SBA to provide equity capital and long-term loans to 
small businesses. SBICs are el igible for loans f rom the Federal govern-
ment at very favorable rates. 
SBICs operate in the same manner as do venture capital ists, but t radi t ion-
ally place more emphasis on wr i t ing long-term loans. Many of these 
loans have equity characterist ics such as warrants or conversion fea-
tures, and may be packaged w i t h equi ty securit ies. 
Eligibil i ty for funding f rom an SBIC is determined first by the size stan-
dards of the SBA. If a business qualif ies, then the SBIC wi l l evaluate the 
company in l ight of its g rowth potent ial , management capabil i t ies and 
the inherent risks. 
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SBICs may also provide signi f icant counsel to the management of their 
port fol io companies. A n advantage of the SBICs is that a combinat ion of 
f inancing vehicles can be obtained f rom the same source. Addi t ional ly , 
many SBICs wi l l init ial ly defer loan payments for a period of t ime to i m -
prove the l iquidi ty posi t ion of the company. As w i t h the venture capi ta l -
ist, a business plan is essential to obta in ing this kind of f inancing. 
Economic D e v e l o p m e n t A u t h o r i t i e s . In many areas, economic develop-
ment author i t ies (state, industrial and local) are extremely helpful in 
securing f inancing for small and g rowing businesses either through use 
of their o w n funds or provid ing access to federal f inancing programs. The 
development author i t ies ' pr imary object ives are to help exist ing local 
businesses and broaden the employment opportuni t ies for the c o m m u -
nity. They can be a pr ime source of f inancing for both the rapid g r o w t h 
and the mature business. 
The development authori t ies are extremely f lexible in s t ructur ing f inanc-
ing packages. They make both equi ty investments and long-term loans in 
whatever combinat ion is appropriate for the company. Development au-
thori t ies fund ing is usually obta ined th rough loans f rom the SBA, and 
therefore the size standards of the SBA can determine eligibil i ty. Equity 
investments range f rom $50,000 to $500,000 for a period of up to ten 
years. Permanent equi ty investments may also be made. Loans are gener-
ally wr i t ten for expansion or modernizat ion of facil i t ies. Interest rates on 
loans are negotiable, but are related to the pr ime rate. 
Nearly all local off ices of economic development have professional staffs 
whose pr imary funct ion is to assist small businesses. This assistance is 
essential w h e n a small business seeks certain federal government f inanc-
ing packages, such as EDA loans, where a percentage of local match ing 
funds is required. The small businessman may be able to maximize the 
part ic ipat ion of private and federal f inancing through these local agen-
cies. As w i t h other government agencies, however, the t ime for loan ap-
proval and the detai led documenta t ion are substant ial . 
Publ ic O f fe r ings . The current demand for equit ies has made the publ ic 
market increasingly at t ract ive to smaller companies as a source of capi-
tal. Spurred by inf lat ion and recent changes in the tax laws, inst i tut ions 
are invest ing in new issues, looking for high g r o w t h potent ial that w i l l 
generate signi f icant gains. This at t i tude on Wal l Street has made the 
publ ic-of fer ing opt ion more at t ract ive for the entrepreneur, even w h e n 
the business is in its f ledgl ing stage. 
For a publ ic offer ing to be successful in obta in ing the necessary capital , 
companies must meet certain criteria. A publ ic offer ing is appropriate for 
a company w i t h : 
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• Growth rate higher than that of the industry 
• A n innovat ive product that has an immediate market 
• Strong management team 
• Satisfactory record of earnings 
If a company meets any of these cri ter ia, the publ ic offering may be an at-
t ract ive al ternat ive to other funding sources. 
The advantages of a publ ic offer ing over other sources of f inancing, how-
ever, are not a lways clear. A n entrepreneur w i l l have to evaluate both 
quant i ta t ive and qual i tat ive factors, inc luding: 
• A m o u n t of f inancing needed 
• Di lut ion of ownersh ip 
• Public visibi l i ty at tendant on an issue 
• Effect on the management act ivi t ies 
• Impact on personnel 
• Innovativeness of the company 's products 
• Regulatory and report ing requirements 
The decision to go publ ic w i l l require a trade-off between certain person-
al considerat ions and the benefits of the f inancing obtained. The offering 
may provide increased l iquidity, diversif icat ion opportuni t ies, equity in-
cent ives for management , status, and ascertainable values for estate 
planning, but it can also mean emphasis on shor t - term considerat ions, 
pressure for increased g rowth and demanding publ ic exposure. Thus, an 
entrepreneur should base this decision on whether the public offering is 
the best source of capital to meet the company 's goals and objectives. 
The decid ing factors in many cases are that the company seeks public 
visibi l i ty and the amoun t of f inancing raised f rom a publ ic offering wi l l be 
signi f icant ly higher than w h a t can be obtained f rom other sources, such 
as a venture-capi tal group. 
W h e n considering a publ ic of fer ing, the intermediary between the 
company needing capital and the publ ic is the investment banker (under-
wri ter) . The underwr i ter is essential to the determinat ion of the amount 
of f inancing that can be raised. The pr ic ing and size of the new issue wi l l 
be based upon the underwri ter 's judgment as to w h a t price can be sus-
tained in the market. Thus, the select ion of the underwr i ter is an extreme-
2 8 
ly important, yet di f f icul t task. The entrepreneur should match the busi-
ness w i t h an underwr i ter that has an understanding of its unique qual i -
ties. This understanding w i l l hopeful ly enable the underwr i ter to make 
the offer ing as smooth as possible. Therefore, the entrepreneur should 
consider, in addi t ion to technical abil i ty, the experience of the under-
wr i ter w i t h companies in the same industry and of a similar size. Also, 
the abi l i ty of the underwr i ter to market the shares offered is extremely 
important. 
Once a decision to make a publ ic offer ing is made, a f i rm-commi tmen t or 
best-efforts contract is entered into. Simply, a f i rm-commi tment contract 
is an al l-or-none proposi t ion where the ent ire offering must be sold, 
wh i le the best-efforts agreement involves sell ing as much of the issue as 
possible. Aga in , a number of matters must be examined to determine 
w h i c h cont ract is most appropriate for the c i rcumstances. 
A t this point , the company must qualify w i t h the Securit ies and Exchange 
Commission (SEC), since the sale of securit ies requires compl iance w i t h 
the Securit ies Ac t of 1933. The 1933 A c t requires that a registrat ion 
statement must be f i led w i t h the Commission disclosing prescribed 
categories of informat ion before securit ies may be offered for sale to the 
public. The securit ies cannot be sold to the publ ic unt i l the registrat ion 
statement becomes effect ive. In addi t ion, prospective investors must be 
furnished a prospectus conta in ing the most signif icant informat ion in the 
registrat ion statement. Congress and the SEC, however, both recognized 
that there are certain si tuat ions w h e n there is no need for registrat ion or 
all the prescribed categories of informat ion. Certain registrat ion and 
report ing requirements have been simpl i f ied in order to a l low smaller is-
suers to raise l imited amounts of capital , yet at the same t ime protect 
investors. The principal forms of f i l ing or registrat ion that are advanta-
geous for smaller companies are: 
• Regulation A 
o Is eligible for issues up to an aggregate amount of $1,500,000 
o A l lows an issuer to sell securit ies in an unregistered publ ic offering 
o Has less str ingent content requirements for the offering circular (sub-
st i tute for prospectus) 
o A l lows f i l ing at a regional off ice of the SEC 
o Has simpl i f ied f inancial-statement requirements 
• S-18 
o Is eligible for registrat ion of securit ies issues up to an aggregate 
amount of $5,000,000 
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o Requires audi ted f inancial s tatements simil iar in content to those 
required by Regulation A 
o A l lows for fewer narrative i tems in prospectus 
o A l lows f i l ing at a regional off ice of the SEC 
o A l lows phased-in compl iance w i t h ful l periodic report ing requirements 
of the Securit ies Exchange A c t of 1934 
Addi t ional ly, there are certain exempt ive rules w i t h i n the 1933 Ac t (Rule 
146, Rule 240, Rule 242 and Section 4(6)) that if specif ic condi t ions can 
be met govern offerings. These rules provide an exempt ion f rom the 
registrat ion provisions and can be advantageous for small companies. 
Not all companies, however, are eligible for the types of f i l ings or registra-
t ions described above. Therefore, competent professional advisers are es-
sential w h e n a publ ic offering is considered. Furthermore, the registration 
process requires a signif icant t ime c o m m i t m e n t on the part of manage-
ment, f rom the preparation stage to the effective date of registration. Sig-
nif icant expenses are incurred for the legal, account ing and pr int ing 
costs associated w i t h the offering. The decision to make a publ ic offering 
must take these elements into considerat ion. 
Again , the overr iding considerat ion as to the appropriateness of the offer-
ing should be whether this source of f inancing is best suited for the at-
ta inment of the company 's goals. 
Other Sources . In addi t ion to these major sources of equity capital , 
there are other sources that an entrepreneur should consider. These 
potential sources include pension funds, inst i tut ional investors (founda-
t ions, universit ies, mutual funds, investment bankers, etc.) and other 
companies. Given the inf lat ion in recent t imes, a genuinely innovative 
idea or product can now attract these entit ies to f inance ventures w i t h 
the hope of recouping the investment by a mul t ip l ied amount. In many 
si tuat ions, the key is for the entrepreneur to develop an effective market-
ing program to capture the imaginat ion of these entit ies. 
Another source of capi ta l , if the entrepreneur does not wan t outside 
investors, is an Employee Stock Ownership Plan (ESOP). ESOPs, unlike 
the tradi t ional stock bonus plan and prof i t-sharing plan, have the abil i ty 
to borrow large sums of money because the employer company can guar-
antee the loan. This abi l i ty to borrow, combined w i t h the st ipulat ion that 
the plan invest primari ly in qual i fy ing employer securit ies, has led 
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companies of all sizes to take a serious look at ESOPs and their potent ial 
to raise funds. 
The benefits of an ESOP to a company are that it: 
• Provides an immediate source of capital 
• St imulates employee loyalty, morale and product iv i ty since the em-
ployees are now owners 
Addit ional ly, for the owner of a closely held company, this method can 
provide a market for the shares of the company, and it facil i tates estate 
planning. 
The chief advantage that an ESOP has is its abi l i ty to be used for corpo-
rate f inancing. It can be used in many different ways to accompl ish dif-
fering objectives, depending on the c i rcumstances confront ing a com-
pany. An understanding of its basic operat ion is important. 
Assume a corporat ion needs to raise $1,000,000. It might need these 
funds for addit ional capital izat ion, for purchase of a new bui lding or 
equipment or for a variety of other reasons. The corporat ion can adopt an 
ESOP and have the ESOP borrow the $1,000,000 f rom a lending inst i tu-
t ion. The loan is guaranteed by the corporat ion and is payable in ten 
equal annual instalments of $150,000. The total interest for the ten-year 
period is $500,000. 
The ESOP uses the loan proceeds to purchase $1,000,000 of newly 
issued stock f rom the corporat ion. The corporat ion then makes annual 
cash contr ibut ions, w h i c h are tax deduct ible, to the ESOP so as to enable 
the ESOP to retire the loan. The result is that the corporat ion received 
$1,000,000 of new funds and also receives a tax deduct ion for the repay-
ment of the loan. 
Assuming a 50-percent corporate tax rate, the $1,000,000 in new funds 
was obtained for $500,000 (interest on the loan is not considered, since 
it w o u l d be deduct ib le by the corporat ion if it had borrowed the funds 
directly). 
There are, however, disadvantages associated w i t h ESOPs. The company 
must comply w i t h the regulat ions of ERISA, the value of the company's 
shares must be ascertainable and the shares of the company might have 
to be repurchased. And , of course, a judgment must be made as to 
whether having the employees as owners wi l l be good for the company. 
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S u m m a r y 
As can be seen, there are myr iad f inancing alternatives that may be ap-
propriate to an entrepreneur's s i tuat ion. Furthermore, the discussion of 
f inancing by source is not meant to imply that jo int f inancing by several 
sources is not feasible or possibly more appropriate. There is consid-
erable overlap of services among inst i tut ions w h i c h only compl icates the 
selection process. But the key in many si tuat ions could be match ing a 
source that specializes or is interested in f inancing ventures at certain 
stages of a company 's life cycle. The fo l lowing table provides some 
guidel ines: 
Corpora te L i fe Phase 
Source 
Conceptual 
Initial Operations 
Rapid Growth 
Maturity 
Salvage/Rebuilding 
Individual investors P P F U F 
Investor groups (tax shelters) P F F F U 
"Bootstrap" (internal) U P P P P 
Commercial banks F P P P P 
Savings and Loan Associat ions U F U U U 
Small Business Admin is t ra t ion F P P U F 
Other government programs F P P U P 
Insurance companies U U F P U 
Finance companies U F P F P 
Factors U F P F P 
Venture capital ists U/F P P U P 
Small Business Investment Companies U/F F/P F/P P F 
Development authori t ies U U P P U 
Public offerings U/F U/F P P U/F 
Employee Stock Ownership Plans U U F P F 
Legend 
P = Prime source. 
F = Feasible source. 
U = Unlikely source. 
3 2 
Financ ing Proposa l Package 
Once a def ini te decision on the f inancing method and funding source has 
been made, the business plan can be put in f inal form and the preparation 
of the f inancing proposal package begun. The cri t ical element in obta in-
ing f inanc ing w i l l be the entrepreneur 's abi l i ty to market an idea, product 
or company to a skeptical lender or investor. A cri t ical aspect of this 
market ing effort wi l l be the f inancing proposal package. This package 
must answer the why, where and how quest ions that a request for 
f inancing creates. Addi t ional ly , the package must provide suff icient 
detai l so that a lender or investor can become knowledgeable about the 
company to faci l i tate the lending process. 
The star t ing point for the package preparat ion, of course, is the business 
plan. The plan wi l l conta in a lmost all the necessary informat ion that a 
proposal must have to provide an interested reader w i t h pert inent detai l 
about the direct ion in w h i c h the company is headed. A good f inancing 
proposal should contain the fo l low ing : 
• Fundamentals of the proposal 
o How much is needed and the proposed investment form 
o Time f rame for f inancing 
o Use of proceeds 
o Expected return on investment and t im ing and method of payback 
o Expected future capital needs 
• Summary of the proposal 
o Crit ical elements 
• History and descript ion of company 
• Management group and key personnel 
• Organization structure 
• Descript ion of product 
o Highl ight ing of unique features 
o Third parties and credibi l i ty 
• Evaluation of market and compet i t ion 
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• Market ing strategy 
• Product ion plans 
• Risk factors 
• Use of proceeds 
• Financial statements 
o Historical 
o Projections 
Of course, not all e lements are necessary in every proposal, but a 
detai led and in-depth proposal w i l l certainly enhance the prospects for 
success. 
Conc lus ion 
The successful strategy for obta in ing f inancing involves the fo l lowing 
simple steps: 
• Decision on goals and object ives, for both the company and the owner 
• Systematic review of sources of internal funds 
• Tentative decision on the preferable f inancing method 
• Formalization of these decisions into a business plan 
• Systematic review of funding sources 
• Decision on the appropriate f inancing method and funding source 
• Preparation of a f inancing proposal package to obtain the desired 
f inancing 
The issues discussed throughout this booklet present a brief sketch of 
the considerat ions that should be addressed w h e n arranging f inancing. 
A n y transact ion the reader may be contemplat ing wi l l represent a signi f i -
cant investment of t ime, and the importance of sound professional 
advice cannot be overemphasized. Advisers such as accountants, at tor-
neys and other intermediaries should be consul ted as early as possible in 
the process. Their advice should be sought f requent ly dur ing the entire 
process to assist in making informed decisions that w i l l achieve the 
desired results. 
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H o w D e l o i t t e Hask ins & Se l ls Can He lp You 
Deloitte Haskins & Sells can help in this very important process, providing 
the fo l lowing services: 
• Evaluating the current cash f low of the business 
• Analyzing and recommending improvements to generate addit ional 
internal cash f low 
• Reviewing and recommending improvements in the management 
informat ion system 
• Preparing project ions for determin ing f inancing needs 
• Consult ing on wh ich type of f inancing is most appropriate 
• Preparing effective loan proposals 
• Consult ing w i t h management on the development of the company's 
goals and objectives 
• Consul t ing w i t h management on the company's business plan 
• Providing assistance and consul t ing w i t h any publ ic f i l ing 
• Aud i t ing and reviewing f inancial statements to be presented in loan 
proposals or public offerings 
• Providing necessary tax planning and consul tat ion in the areas of 
estate planning, development of tax shelter f inancing vehicles and 
ESOPs 
• Introducing company management to appropriate intermediaries and 
management of f inancing sources 
• Assistance in the negot iat ion of the f inancing arrangements 
For further informat ion about our small business services, please contact : 
• Your nearest Deloitte Haskins & Sells off ice 
• Or wr i te : 
Deloitte Haskins & Sells 
Small Business Services Department 
1114 Avenue of the Amer icas 
New York, New York 10036 
3 5 
P D 8 1 1 5 
